
CAMBRIDGE MA NERA TEL:16176210336

- 28 -

Apr 15 92 19:12 No.Ol? P.31

exogenous cost change in higher prices. For the adoption of }<'AS 106. we have shown

that, in theory. tbe bist!)rical liability for post-retirement benefits would logically already

have been captured in the output prices of firms in unregulated markets. To a first

approximation, since most of American GNP is produced by firms whose prices reflect
-

economic costs. the accounting change required by FAS 106 wfll result in no

contemporaneous change in the GNP-Pl.

Historical experience also suaecsts that accounting changes have negligible

effects on prices in unregulated markets and in the U.S. economy as a whole.n In

1987. the FASB changed the method of accrual accounting for pension benefits. a

cbange which is similar in principle to the change contemplated in FAS 106, though

smaller in magnitude. A search of the empirical literature reveals two studies of the

effects of these accounting changes which both 5how no relationship between accounting

changes and stock prices.~t Assuming that (i) changes in stock prices reflect changes

in anticipated profits and (Ii) changes in accounting costs do not change economic

"Modern flalllte theory as well as praetidlg fiaudal ana1)'1L1 rec:opizc that ac:couating thangel
do aot change the WlderJying economic reality. Por example. ill dise:uuiDa the raaUt'"JClti02lS of PAS lOG,
SOlomOIl Samson of Slindard & Poor ob&ervcd, tine realities do DOt cbIIlp limply bcaaUR iOlDCOQe puts
down a dllTereat aumber. Pan of OUt trade is adjUltlDc published Dumbers to ref1cct economic TCalitics."
(BNA Pcuicms ud BCl\efiu Daily. September 27. 1991.)

2tNERA undertook A DIALOG DatabllC tyltClll 'catch of tJac rdevaIlt literature, iDcludiac the
J!eoDomlc Uter.t...e Index (l969.pfClCllt), the Academic Jadcx (1976-prcseat), the CoJlrer~ace Pa.pers Index
(~prescat), MUlscmcal Coatccu (197......._). lAd DJuertatioa Abltrleu (1961-pre&eat). Thcac
databases Mre learchcd UIiag as keywords: "FASB," "FmUc:ial ACCOWltillg Slanards !Soard,· "Statement
87." "87,· tI peas50JlI," aDd IICCOGomic'" Alteen p1Ib!ieatioa, WClC idClltiOed aDd two were releY&l1C (I)
Sheree s. Me. tlAa Empirical &ami.adoa of Ihe Stock Mubt'. Reac:lioa to Clle Pcuioa ACCOUJ1ling
Deliberations oI1hc Fuwscial AccoUDti.al Stllldards Board." DoeaorI1 DkurtatioD, Uaivcrsity of Alabama,
]989, aad (Ii) Samuel S. TWIit ·Stock Market ReacdOllI to Mudatary Qaq" in Ac:couatinS for
PeDSions," Doe:toral Dissertation, Unlvcnil)' of WiscoDIiD, 1987. J!olla worka abowed that no chlDge& ill
stock prices could be aUrlbutcd to the 1987 peftlJoll aceouzUnC c:haDsCL
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costs, the fact that accounting changes do not affect stock prices implies that

accounting chllnges do not affect output prices.5O

To refine this approximation somewhat, we observe that prices of some goods

and service! MIl cbange when FAS 106 is implemented in 1993: notably (i) regulated

public utility services and (ii) certain government purchases of services under contracts

which historically covered only pay·as-you-go costs and prospectively allow FAS 106

accruals. In 1987, regulated pUblic utilitic.s produced approximately 6.13 percent of

U.S. GNP. Total government contract purchases (not just cost-plus contract purchases)

were 4.36 percent of GNP in 1987.s1 In total, what might be called the -east-plus·

sector of the economy produced lcss than 10.49 percent of GNP in 1987. We use

1987 for comparison because the 1987 government contract data is the latest available.

Note that these proportions do not change mucb over time; Table 1 shows these

proportions for 1980 and 1987.'2 U all firms experienced the same expense change

from FAS 106 in 1993 as Pacific Bell and if prices in the unregulated economy already

reflect OPEB costs measured on an economic basis, then the overall price level in the

U.S. would increase by less than 0.20 percent in ]993 when accrual accounting is

3CLrbia foUOWI from tho obaerYauou tbat (I) profitt reprclJeal the di1Ierel1ce betweea output prices
and costs and (Ii) Iccountina chaqes affect neither profits nor costs.

31A GSA report trlCkl the uaUIJ value or Peder.l Oovemmcnt eoatfacts issued ill each fUr: see
General SCMces AdmiJUstradoll, Federal PrOCUteDlmt Data System Standard B=ort. Por 1987, the amoUDt
oC Federal conlraCU iIsued wu $197.3 billion which represents an updlte (obtained by telephone from the,
Pederal Procurement Dlta Cecter) of the published rJP!'c.

S2Repl.teci public utilities iaeJude railroad tranlportalioD, low aad iJuervtban paaeuaer
traasportadoll, pipc1iDct. OIher thlD pi, te~QI\llliCitioas.aDd electric, pi, and 11mtar}' services. Sec
U.S. Bureau of the Ceasus, Statifit!CI' AbatE'crt or the Upited State'· '920, (l1Ot1a cditioa), W.hiagtoa,
D.C., 1990, pp. 425-426. We iIlcludc dlt. for 1980 to &how that the industry components of GNP arc
reasonably stable over time.,
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Table 1.
Relative Size of the Cost-Plull Sector

GNI by laciUltr)' GNP b)' I_dust!')'
CIIrreIll $ bUltop curmat $ blUloD

1~80 1!187

GNP $2.732.0 (perceat) $4,526.7 (peteeat)

R.uroad S20.8 $19.6

P~JCf transit S5.4 SS.l

Non-saa pipclinei $4.7 55.3

TclcQODlMuaicationi $60.2 $108.3

Electric. gas, Icwet S6&.4 $136••

TOTAL SlS9.s 5.84% sm.7 6.13%
UTILITIES

GOVERNMENT $197.3 4.36%
CONTRACTS

TOTAL COST-PUJS SECTOR $475.0 10.49%

implementcd.SS Under these assumptions, less than 10.49 percent of Pacific BeU's

exogenous cost change would be accounted for in the GNP-PI, and the required Z

factor would exceed 89.51 percent of the exogenous cost change.'" This estimate is

unrealistic because all U.S. firms have not used OPEBs to the extent that Pacific Bell

has.

An additional refinement to this upper bound would recognize that the effect

of FAS 106 on Pacific BeU is far greater than on the typical firm in the U.S.

"Pacific: BcD c:xpeucs will lDcreue 1.92 perceDt. If all cost-plus fil'1ll5 bl'tlC the MJDC propordonal
OPES liability as Padlie Bell, the Iwrale Ii.bility wiU be • weighted .verage of 1.92 percellt 112 dlo cost­
plus sutor aDd 0 e1se'Mlerc. Tb. (U2 • 0.1(49) + (0.0 • 0.8951) • 0.20. Reca1l thlt thi. eawate
is an upper boWld because (I) .aJllOW'llmcat COIlU.tl l'Ulcbues uc iDduded in the cost-pJU5 acaor, JJot
just goverlUllcot p\lrchue6 uDder cost-plua eoauaCll, and (n) the impact of PAS 106 on P,c:ific Ben is
areatcr than OD aD average film.

N10A9 pCrceDt equak 0.20/1.92: and 89.51 pcrCCDt cqual. 1.'72/1.92.
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economy. In order to understand what the important differences arc. we engaged

William M. Mercer, a leading employee benefits consulting firm, to develop and

analyze basic facts about post-retirement benefits other than pensions. The most

imponant differences between Pacific Bell and a typical firm appear to be the

following:

1. CQyera&e: Pacific BeU provides post-retirement benefits to
its entire pension-qualified labor force. In contrast, only
about 40 percent or private sector workers are employed
by firms that offer post-retirement health benefits.ss

2. Historical liability: Pacific Bell estimates that its
accumulated historical postretirement benefit obligation will
be about $0.5 billion in 1993 in the interstate jurisdiction.
'Ibis amount is about 33 percent of Pacific's annual
interstate revenues, about 21 percent of Pacific's interstate
net rate base, and about 37 percent of tbe equity
component of the net rate base. In contrast, the
accumulated historical liability for the U.s. economy is
estimated at about $300 billion.36 This amount represents
about five percent of U.S. GNP and on the order of 7 to
10 percent of corporate equity.)?

U.S. OPEB expenses are estimated to be about S13 billion in 1993 on a cash

accounting basis compared with about $82 billion on an accroal basis in 1993!' The

"United SUtes Geaeral Aa:oaatiq Office, ·Exlcftl of Comp.mcs' Retiree Health Ccweragc,·
Prepared (or CongtCQ.. March 1990 (GAO.1990).

:56St&tem~Dt of Grqory 1. McDoaa1d, Uaited States Gel\eral Ac.countins Office, Bc:Corc the
Subcommittee of Health, WI)'I and MelDS Committee of the House of Represattativcl, May 6. 1991.

"U.s. General Accounting Office. "Companies' Retiree Health Liabilities Large, AcIvaDcc FudiJlg
Costly." Report to CoDgrC5&, June 1989 (GAO.l989). Mark Wwawsk)', -Tbe UncutaiD Promise of
Retiree Health Benefits: An EvaJuatiOli of Ccxporatc: ObIiptiOll5,· Retiree Heahh Benefits Seminar,
American EIIlcrprisc Jnstitutc, Washington. D.C.. April 9, 1991.

-Mercer tirst evalu.ted a Dumber of cxistiq Itueiia of corporate obJiptiCDS for OPEDs aAd
coedudcd that the::. OAO·1991 study was the mOlt rdi.bJc in terms or c:rc:dibilliy add methodoJOI)". This
study produced an estimate of $42 bill.ioa for accrual l«OUJIting cxpcnaca undct FAS 106 proc:ecIC1fC4 irs
1991. Mercer tben modirted a Dumber of aawaptioaa to eomorm more dosely with PAS 106 requ.iremcDtl
aDd carried the. c:a1c:ulations forward 10 1993, in the proe::eu produdng the bistJer figure.
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change is thus $69 billion out of in estimated GNP of $6)60 billion, or 1.10

percent." Since the incidence of OPEDs appear to be uniformly distributed across

industries. it is reasonable to assume that firms in the cost-plus sector increase prices

by 1.10 percent in response to FAS 106...0 Firms in the rest of the economy have

already reflected accrual accounting in their prices, so the net effect of FAS 106 on

the GNP-PI would be less than 0.12 percent (twelve-hundredths of one percent) instead

of the 0.20 percent bound calculated above" l Thus. if cost-plus firms experience the

u.s. average OPES expense increase (1.10 percent) instead of the Pacific Bell increase

(1.92 percent), GNP-PI would increase by less than 0.12 percent and the required Z

factor would exceed 1.80 percent. Thus, less than 6.26 percent of the exogenous cost

change is reflected in the GNP-PI. leaving more than 93.74 percent to be recovered

through the Z factor.42

This estimate of the effect of FAS 106 on the GNp·PI is an upper bound

for several reasons. First, we have overstated the size of the cost-plus sector of tbe

economy by assuming that all public utility prices are set using accounting costs and

treating all government contracts as cost-plus contracts with accounting change

escalators. Second, this calculation ignores second-order effects that would lower tbe

impact on national output prices. AI, prices rise in the cost-plus sector, for example.

'trbe 1993 GNP forecast wu downloaded (rom Data RCIO\Ue:ea. Inc.

~A GAO &uncy in 1990 compared health cover.;C of retircca by type of iadusuy and c:oacludcd
that there wu "little variation al1lona compuies with retiree health _dill whOIl comparini companies
by ibdustry ifouP." GAO·l990 Report. pp. 6-7. TbUi the impact of PAS 106 OIl expenses for farms in
the cost-plus lector ahould be tOughly the WDC as the u.s. avuage of 1.10 perccDt.

"'Thus (1.10 • 0.1040) • (0.0 • 0.8951) .. 0.12 perCCDt.

':lsccause [1.92 • 0.12]/1.92 .. 93.74 J'lCl'CCDt IJId 0,32/2.92 • 6.26 percent.
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conscmers substitute away from these goods and services which reduces the net effect

of the price increase in the cost-plus sector on overall inflation. Finally, the

calculation ignores second-order macroeconomic responses to the chanle in output

prices through changes in government expenditure, interest rates and the money supply.

A summary of these calculations may be useful. Recall that we wish to

increase Pacific Bell's price cap by 1.92 percent which represents the change in

expense5 due to the shift from cash to accrual aecountini for OPEBs in 1993. Some

of this increase wiU be accounted for by the change in inflation; the rest mmt be

supplied through the Zradjustment we arc calculating. The increase in itrllation due

to PAS 106 is measured in two steps: (i) we calculate the effect of FAS 106 on the

expenses of an average firm to be 1.10 perc:enlt and (n) we calculate the fraction of

GNP produced by firms whose prices do not already reflect accrual accounting for

OPEBs to be less than 10.49 percent. Since the incidence of OPEBs across industries

is roughly constanlt we estimate that the prices at which less than 10.49 percent of

GNP is sold will increase by 1.10 percent, so that the increase in GNP-PI, averaged

over all firms, will be less than 0.12 percent. Using this bound as an estimate, Pacific

Bell's 1.92 percent price increase would thus consist of a 0.12 percent increase in

GNP-PI and a 1.80 percent Z.adjustment The required Z.adjustment (net of the

change in ONP·P1) js tbus at least 93.74 percent of tne $29 mU1ion change in

expenses, or at least $27 million.

These results are stable with respect to the various assumptions and forecasts

that we have made. In Table 2, we summarize our previous results and provide new

estimates assuming (j) a 100 percent increase in the effect of FAS 106 on an average
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BASE CASE NATIONAL COST-PLUS PB ItEWNUE
'AS EmC'I'lS SECTOIlIS FORECAST 151_

l00Ci 1~

LAaGER lARGER lARGER

PAC BElL FAS 1.92% 1.92% 1.92% 1.74%
EFFECT

GNP·PI EFFECf 0.12% 0.23% 0.23% 0.12%

Z.ADJUSTMENT 1.80% 1.69% 1.69% 1.62%

% FAS IN GNP·PI 6.26% 12.01% 12.01% 6.89%

% FAS IN Z 93.74% 87.99~ 81.99% 93.11%

Z S26,808 S25,166 525,166 $26,629

u.s. firm, (ii) a 100 percent increase in the cost-plus proportion of the U.S. economy,

and (iii) a 10 percent increase in our forecast of Pacific Bell's 1993 revenues. Ocarly,

the results are insensitive to the assumptions.
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In this Appendix, we provide the details of the derivation of t)le price cap

annual adjustment formula. The loglc follows that of Dr. Schankerman, whose

prcsentation of the pricc cap fonnula formed the ha.m of the California price cap

plan:4J

A. The Relationship Arnone m, Japut PrIce. BDd Qltput Price Growth

Consider a multiproduct firm having N outputs (Q,., i=l,.•.,N) and M inputs

(Q/. j::: 1,...,M). We wish to calculate X and Z so that in all periodst economic profits

are identically xcro, i.e.t that the value of total inputs (including a normal return on

capital) equals the value of total output The identity can be written as

where PI and wJ denote output and input prices respectively. DIfferentiating tbis

identity with respect to time yields

.c1restimony of Mark Sehaclcerman OD behalf of GTE CaUfonLia Incorporated, Docket J. 87-U-033,
Tedmica1 Appendix, pp. 1·3.
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where a dot indicates a derivative with respect to time. Dividing both sides of the

equation by the value of output R • E pR," or C .. E wp/, we obtain
, J

where R and C denote revenue and cost. If 1'1 denotes the revenue sbare of output

i and tj denotes the cost share of input J, then

E r, dp. .. E cJ dwJ - [E r, dQ," - E cJ dQ/ ],
, I , J

where d denotes a percentage growth ratc: tIp, • P, I P" The first term in the above

equation is the revenue weighted average of the !'at~:i of growth of output prices, and

the second is the cost-weighted average of the rates of growth of input prices, The

term in brackets is the difference between the rates of growth of weighted averages

of outputs and inputs and is thus the change in TFP. We can write the equation as

dp OK' dw - dTFP.

n.us the growth in input prices less the growth in output prices is equal to the change
, .

in TFP, This result requires only that excess profits are ~ero in every period. It does

not require cost minimization, profit maximization, marginal cost pricing, or constant

returns to scale.

B. The PrIce Cap Adjg"menl EQuation

We begin with equation (3) from the text:
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(6)

If we mea~ure national output price inflation by the change in GNP·PI, we obtain

(7) tip • GNP-PI - X -+ Z'

where X. ( dTFP - dTFpN] ... [ dw - dwN ] _and z'. Z· - zeN. Since the

percentage change in the regulated firm's output price between years t-1 and t is just

!P, - PH] I P,-l' we can write equadon (7) as

P, - P,-t I:: GNP-PI - X + Z'
P'-l

10

P, - P,-1 It: PH X [ GNP-PI - X -t Zl ]

which simplifies to

(8) P, • Pt- 1 x ( 1 + GNP-PI - X -+ Z' ].

Since revenue equals price times quantity, the revenue change associated with the price

change jn equation (8) is obtained by multiplying botb sides of the equation by the

fixed amount of quantity demanded:

Q,-1 X P, c q,-l X P'.l X [ 1 + GNP-PI - X ... Z' ]

or

(9) R, • R,-l X[ t + GNP-PI - X) + Z
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where Z represents the total dollar value of the exogenous cost change rather than the

unit cost change.



Appendix E

Issue A: Response to Paragraph 17

1. The date the company implemented SFAS-106.

January 1, 1993

2. The cost basis of the pay-as-you-go amounts that supported the rates in
effect on the initial date that the carrier became subject to price cap
regulation.

$451,000

3. The effect of the price cap formula on that amount up to the conversion to
SFAS-106.

1991 GNP-PI = 4.80%
1991 X = 3.30%
1992 GNP-PI = 3.40%
1992 X =3.30%

Effect =

=
=

$451,000 * (1 + 0.048 - 0.033) * (1 + 0.034 - 0.033) ­
$451,000
$451,000 * 1.015 * 1.011 - $451,000
$7000

4. The carrier's actual cash expenditures related to SFAS-106 for each year
since the implementation of price caps, but prior to implementation of SFAS­
106 accounting methods.

None

5. The treatment of these costs in reports to the Securities and Exchange
Commission (SEC) and to shareholders, including specific citations to or
exempted materials from, such reports to indicate the amount of liability each
party has projected in OPEBs.

Attached to this Appendix are relevant excerpts from the 1992-93
Forms 10K and Annual Reports for Rochester Telephone Corporation
and the 1994 Form 10K and Annual Report for Frontier Corporation.
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'l'e1epb:me 0'J!1?mY resulted in tba tollowi.D;: the elimination of the state tax
adjustment surcharge on a go-forward basis, flow tm:ouqh of state defer.red
taxes on a prospective l::lasis aDd ~zation of t.be enhedde<' balaDC.8 over
tbree years, amortizaticm of the reserve deficiency frail the purchase of a
switch over three years, aDd a JIIU'tuaJ. stay'-OUt for three years, i.e. canton may
IlO't file for a rate i.Dcreaae nor em the~ issue aJXrt:her~ of Sbcw
cause against canton for three years. The Joint Petiticm was 8pprOVed by t.be
PA1'CC efiective Decenher 17, 1992.

CD. No'18IIIber .c, 1992, pai"""'NDt '1'elepJxme 0"8t"'J'Y filed two requests
wi1:h the Ge01'gia Public scvice ea-iuion (GPSC). .The first request is for an
m::rease in~ AssistaDce FUD4 l*.fDdlls fxaD. $.2 millicm to $.3 million
per year, ~:fect::i.ve JaD.12I.1:Y 1, 1993, a't which time tba c:m::ren't paymIIII1'ts are due
to expire. '!'he seocm4 request is for a rata increase of $.5 millicm per year,
wbich would be red''Ced by the lIIlCUI1't of Hardship Assistance Fund payments
granted by the GPSC, aDd would be withdrmm for six months if t.be full~p
~ request is qranted. The· C""'PUlY bas siJu:e fil.ed a letter with the
GPSC to ~e thetxz'!l?'U1Y's lJa%:dship Assi.sbmce Fi.l.i.n;l with its Rate case
f~, resultiD; in the Rate case fili:Dq beiDq the surviviD; document.

The Mississippi Public service Own; ssion (MSPSC) issue4 an order to
Sbcw cause, requi..riD; Hid-SOUth 're1epbone cempmy to perfo:r::m an in-house
&!preciation S't:u4y. As a result, on Janum:y 7, 1993, the MSPSC approved the
caupa11Y's proposed two-year amort:ization (1992 and 1.993) on the $.5 million
unreocvered oost of its analog'switc:h in order to mitigate the Order to Show
CDme. .

In 1993 the~ will~ Financ:1 al Acc:ountiDq stanClards Board
statement No. 106 (~ 106), ''Employers'~ for Post:retirement Benefits
other Than Pensions." A significant majority of employees who retire are
provi&!d ~fits by the 0'Jlpmy. .It is estimated that the BOC'm'1ated
post.ret:irement benefit obligation (APBJ) as of Janu,uy 1., 1.993 is $1.26.9
million. If the 0'1rq;)any elects to adopt ~ 106 using the delayed reooqnition
o~ the transition obligation met:bod, the~ estimates that its ann"a l

expense will be appraximately $1.8.3 millicm, versus $.e.1. million usiD; the
pay-as-you-go method. U the c:::c""'PDY~ the inmediate recogniticm method,
the annual expense will be appraximately $12.3 million; ~ acc:ount:iD; method
a6:Jpt:ed will be influenced by the rat.e-maJc:iD:;J treatment as prescribed for the
cx:mpanyIS regulated telephone operations by federal and state regulato%Y
aqencies.

CD. Jammry 22, 1.993, tbe Fe&!ral o=mmmications camrjMion (FCC)
rejected a petition for recovery of ~ 1.06 costs tm:ouqh the rat:e-ma:lci.D;
process, which impacts appraximately 20 percent. of tbe incremental expense for
1993. The decision is beiD;' ~ed by the o:mpany and others in the
i:D4ustJ:y. A p1.'QCeedi nq is underway at the NmPSC which represents
approximately $9.0 million of tbe $1.8.3 million annual expense using the
delayed recognition of the t:rm1sition obligation method. The outoc::me of this
~ cannot):,e predicted at this time. In addition, the C'anpaIIy l::elieves
that the new rules will not negatively impact its net cash flow (or its fundi.nq
strategy) relating to retiree benefits•.

The C'anpaIIy and the NYSPSC entered into a financinq agreement, or
Stipulation, in 1986 to allow the O'mpany flexibility to pursue acquisitions
and to fulfill financi.Ilg- requirements of exi~ subsidiaries. . The
Stipulation was amended in 1988 and again in 1.991 in o:)njt.metion with the
acquisition of the centel telephone properties. Portions of the 1991 amendment
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interstate access charges between the Rochester, New York
operating company and the combined subsidiary local
telephone companies. This action allowed the company to
establish two sets of rates: one based on the specific costs
incurred by the Rochester, New York operating company; and
one based on the combined cost of the subsidiary local
telephone companies, which primarily serve geographic areas
currently less subject to competition than the Rochester, New
York operating company. On a consolidated basis, the change
is initially revenue neutral.

Effective January 1, 1993, the company adopted FAS
106, "Employers' Accounting for Postretirement Benefits
Other than Pensions," and petitioned the FCC to recover the
FAS 106 costs through the rate-making process. Although the
FCC originally rejected the company's petition, the FCC later
allowed the company to recover the portion of the FAS 106
cost associated with the Transition Benefit Obligation (the
unrecorded postretirement benefit liability) amortized over a
twenty year period, pending the FCC's investigation as to
whether this cost should be recoverable by price cap regulated
companies. Rates reflecting this expense went into effect on
July 2, 1993. The FCC's investigation remains pending.

On March 12, 1993, the company signed a definitive
agreement to form a joint venture with New York Cellular
Geographic Service Area, Inc., a subsidiary of NYNEX
Corporation, to create an upstate New York cellular
supersystem that will include the Buffalo, Rochester,
Syracuse, Utica-Rome and NY Rural Service Area #1
markets. The parties have sought a waiver of the interLATA
prohibition contained in the AT&T consent decree, United
States V. American Telephone and Telegraph Co., 552 F
Supp. 131 (D.D.C. 1982), aff'd mem., 460 U.S. JOOI (1983)
Approval on the waiver request is anticipated in early 1994

On May 18, 1993, the company filed for approval to form
the joint venture from the New York State Public Service
Commission. This filing included a petition to transfer the
Rochester, New York operating company's interest in the
Rochester wireless cellular business to its wholly-owned
subsidiary, Rochester Tel Mobile Communications Inc. The
Commission approved the entire transaction and transfer at its
open session on November 10, 1993 and issued an order dated
December 10, 1993.

In addition, the joint venture parties filed applications with
the Federal Communications Commission to transfer various
radio licenses associated with the cellular properties and
anticipate that the approvals will be granted in early 1994.
Pending the remaining approvals, Rochester Tel Mobile
Communications, Inc. (RTMC) and NYNEX have signed an
agreement allowing RTMC to manage the combined
properties.

Vista Telephone Company of Minnesota filed a request to
increase rates in March 1993 with the Minnesota Public
Service Commission. A stipulated settlement was executed by
all parties and was submitted for approval to the Minnesota
Public Service Commission. The Administrative Law Judge
recommended an annual regulated revenue increase of $4.5
million. The company expects Commission approval during
the first quarter of 1994.

The Vista Telephone Company of Iowa filed in August

1993 for a permanent rate increase of approximately $4.5
million and a temporary rate increase of $4.1 million. On
November 5, 1993, the Iowa State Utilities Board approved
the temporary rate increase as submitted. This resulted in an
approximate 21 percent across-the-board increase in local
service rates. A final order is expected in the second quarter
of 1994.

Incentive Regulation
The incentive regulation agreement which the New York State
Public Service Commission approved in January 1990 for the
Rochester, New York operating company expired at the end
of 1992. The Rochester, New York Operating company
proposed a new incentive regulation agreement in January
1993 to the Commission staff, and reached a settlement, which
was approved by the Commission on January 12, 1994. The
settlement reduces the Rochester, New York operating
company's revenue requirement by $5 million in 1993 and
$9.5 million in 1994. Each of these reductions is subject to
adjustment for depreciation changes. In 1994, fifty percent of
the Rochester, New York operating company's earnings above
the authorized return on equity will be shared with ratepayers.
The authorized return is currently 10.9 percent and is subject
to adjustment based on the results of the Generic Financing
Proceeding. Also, if the Rochester, New York operating
company's service levels in 1994 drop below 1992 levels, the
company will be subject to a penalty of one-half of one
percent of its local service revenues.

Acquisitions and Divestitures
On April 15, 1993, the company acquired a 70 percent
ownership of the Utica-Rome Cellular Partnership using
702,737 shares of original issue common stock. The
transaction was accounted for as a purchase acquisition. In
December 1993, the company increased its cellular ownership
from 50.6 percent to 69.6 percent in the South Alabama
cellular partnership. This later transaction gave the company
the right to manage two cellular properties, Alabama RSA 114
and 116, which serve a territory with a population of
approximately 252,000.

On June 7, 1993, the Telecommunication Services Group
acquired Budget Call Long Distance, Inc. for $7.5 million in
cash. On September 30, 1993, Mid Atlantic Telecom, Inc.
was acquired using 143,587 shares of treasury stock. Both
transactions were accounted for as purchase acquisitions.

Statesboro Telephone Company of Statesboro, Georgia,
with more than 15,000 access lines, was acquired on August
31, 1992. The transaction was accounted for as a pooling of
Interests. During 1991, four telephone companies representing
more than 160,000 access lines were acquired. (See Note 2
to the Consolidated Financial Statements.)

In September 1993, the company sold its interest in the
S&A Telephone Company (824 access lines) and its related
minority cellular interest in a Topeka, Kansas cellulaI
partnership. In December 1993, the company announced tha'
it had reached a definitive agreement to sell ·the Minol
Telephone Company in North Dakota. Minot serves
approximately 25,000 access lines and is the company's onI)
operation in North Dakota. The sale is subject to regulatory



10. Service Pensions and Benefits
The company, through various contributory and
non-contributory defined benefit pension plans, provides
retirement benefits for substantially all employees. Benefits,
in general, are based on years-of-service and average salary.

The funded status of the plans is as follows:

In thousands of dollars

December 31 , 1993 1992 1991
Actuarial present value of
benefit obligations:
Vested benefit obligation $283,567 $243,307 $227,317
Accumulated benefit
obligation $307,016 $257,893 $242,464

Plan assets at fair value,
primarily fixed income
securities and common stock $397,841 $370,711 $351,498

Projected benefit obligation 354,065 316,335 304,730
Funded status 43,776 54,376 46,768
Unrecognized net (gain) loss (28,729) (42572) (40,247)
Unrecognized net
transition asset (5,442) (4,941) (6,512)

Unrecognized prior
service cost 9,227 7,071 12,554

Pension' asset included in
Consolidated Balance Sheet $ 18,832 $ 13,934 $ 12,563

The net periodic pension cost consists of the following:

In thousands of dollars

Year Ended December 31, 1993 1992 1991
Service cost-benefits earned
during the period $ 7,758 $ 7,033 $ 5,464

Interest cost on projected
benefit obligation 23,932 23,123 21,702

Actual return on plan assets (40,484) (24,860) (63,059)
Net amortization and deferral 7,623 (9,033) 37,006
Net periodic pension cost
determined under FAS 87 (1,171) (3,737) 1,113

Amount expensed due to
regulatory agency actions (1,537) 6,787 2,223

Net periodic pension cost
recognized $ (2,708) $ 3,050 $ 3,336

The projected benefit obligation at December 31, 1993
was determined using an assumed weighted average discount
rate of 7.25 percent and an assumed weighted average rate of
increase in future compensation levels of 5.0 percent. The
weighted average expected long-term rate of return on plan
assets was assumed to be 8.75 percent. The unrecognized net
transition asset as of January 1, 1987 is being amortized over
the estimated remaining service lives of employees, ranging
from 12 to 26 years.

The company's funding policy is to make contributions for
pension benefits based on actuarial computations which reflect
the long-term nature of the pension plan. However, under
Financial Accounting Standards Board Statement No. 87 (FAS

10

87), "Employers' Accounting for Pensions," the development
of the projected benefit obligation essentially is computed for
financial reporting purposes and may differ from the actuarial
determination for funding due to varying assumptions and
methods of computation.

During 1993, 1992 and 1991, the company funded $.2
million, $4.8 million and $4.0 million, respectively, for
employees' service pensions and certain death benefits.

The company also sponsors a number of defined
contribution plans. The most significant plan covers
substantially all management employees, who make
contributions via payroll deduction. The company matches 75
percent of that contribution up to 6 percent of gross
compensation. The total cost recognized for all defined
contribution plans during 1993 was $4.1 million.

On November 30, 1992, a voluntary pension incentive
plan was offered to Rochester, New York operating company
employees who were pension-eligible and retired on or before
December 31, 1992. A 7.5 percent additional pension benefit
will supplement the normal pension benefit for up to five years
or until age 65, whichever is earlier. Accordingly, pension
costs for the fourth quarter of 1992 include a one-time charge
of $.8 million. Payments will be made from pension plan
assets.

11. Postretirement Benefits Other Than Pensions
The company provides health care, life insurance, and certain
other retirement benefits for substantially all employees.
Effective January I, 1993, the company adopted Financial
Accounting Standards Board Statement No. 106 (FAS 106)
"Employers' Accounting for Postretirement Benefits Other
Than Pensions." FAS 106 requires that employers reflect in
current expenses an accrual for the cost of providing
postretirement benefits to current and future retirees. Prior to
1993, the company recognized these costs as they were paid.
The cost of postretirement benefits was recognized as
determined under the projected unit credit actuarial method.
Plan assets consist principally of life insurance policies.

In adopting FAS 106, the company elected to defer the
recognition of the accrued obligation of $125 million over a
period of twenty years. For 1993, the adoption of this
standard resulted in additional operating expenses in the
amount of $7.8 million, net of a deferred income tax benefit
of $4.1 million. However, a substantial portion of this
Increase was offset by a change in accounting for pensions for
rate making purposes at the Rochester company. The change
requires that the company amortize, over a ten year period,
the cumulative amount of pension funding from January I,
1987 over the amount of pension expense which would have
been recognized through December 31, 1992 under FAS 87,
reducing pension expense throughout the amortization period.
The net impact of adopting FAS 106 and recording the
accounting change for FAS 87 actually resulted in only $3.8
million of additional operating expenses, net of the income tax
benefit, in 1993. .

-
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The components of the estimated postretirement benefit
cost are as follows:11. Postretirement Benefits Other

Than Pensions In thousands of dollars December 31, 1994 1993

6,241
(290)

10,046

$ 2,746

$18,743

6,094
(385)
383

(704)

9,666

$ 1,323

$16,377

Service cost
Interest on accumulated post­

retirement benefit obligation
Amortization of transition

obligation
Return on plan assets
Amortization of prior service cost
Amortization of gains and losses

Net postretirement benefit cost

To estimate these costs, health care costs were
assumed to increase 11.2 percent in 1995 with the rate
of increase declining consistently to 5.75 percent by
2006 and thereafter. The weighted discount rate and
salary increase rate were assumed to be 8.5 percent and
5.5 percent, respectively. The expected long-term rate
of return on plan assets was 9.0 percent. If the health
care cost trend rates were increased by one percentage
point, the accumulated postretirement benefit health
care obligation as of December 31, 1994 would
increase by $14.7 million while the sum of the service
and interest cost components of the net postretirement
benefit health care cost for 1994 would increase by
$1.3 million.

12. Postemployment Benefits
In 1992 the Financial Accounting Standards Board
released Statement No. 112 (FAS 112), "Employers'
Accounting for Postemployment Benefits" which was
required to be implemented by January 1, 1994. FAS
112 requires that the projected future costs of providing
postemployment, but pre-retirement, benefits, such as
disability, pre-pension leave (salary continuation) and
severance pay, be recognized as an expense as employees
render service rather than when the benefits are paid.

The Company adopted the provisions of FAS 112
effective January 1, 1994. The Company recognized
the obligation for postemployment benefits through a
cumulative effect charge to net income of $7.2 million,
net of taxes of $3.9 million. The adoption of FAS 112
is not expected to significantly impact future operating
expense or the Company's cash flow.

13. Stock Offering
In February 1994, the Company sold 5.4 million shares
of its common stock at $42 per share in a public offering.
As part of the offering, 2.5 million new primary shares
were issued and sold directly by the Company and 2.9
million shares were sold by C FaN Corporation, a
subsidiary of Sprint Corporation. All share and per share
.Jata IS prior to the 2,for-l stock split in April 1994.

1993

139,096
(117,706)

(1,458)
(3,811 )

$ 63,749
44,399
34,892

143,040
3,944

$ 16,121

1994

126,079
(109,730)

(6,003)
15,502

$ 79,935
22,812
28,877

131,624
5,545

$ 25,848

The Company provides health care, life insurance, and
certain other retirement benefits for substantially all
employees. Effective January 1, 1993, the Company
adopted Financial Accounting Standards Board Statement
No. 106 (FAS 106), "Employers' Accounting for
Postretirement Benefits Other Than Pensions." FAS 106
requires that employers reflect in current expenses an
accrual for the cost of providing postretirement benefits
to current and future retirees. Prior to 1993, the Company
recognized these costs as they were paid. Plan assets
consist principally of life insurance policies and money
market instruments.

In adopting FAS 106, the Company elected to defer
the recognition of the accrued obligation of $125 million
over a period of twenty years. For 1993, the adoption
of this standard resulted in additional operating expenses
in the amount of $7.8 million, net of a deferred income
tax benefit of $4.1 million.

However, a substantial portion of this increase was
offset by a change in accounting for pensions for rate
making purposes at the Rochester, New York operating
company. The change requires that the company amortize,
over a ten year period, the cumulative amount ofpension
funding from January 1, 1987 over the amount of
pension expense which would have been recognized
through December 31, 1992 under FAS 87, reducing
pension expense throughout the amortization period.
The net impact of adopting FAS 106 and recording the
accounting change for FAS 87 actually resulted in $3.8
million of additional operating expenses, net of the
income tax benefit, in 1993.

The funded status of the plans is as follows:

],/ thousands of dol/ars December 31,

Accumulated postretirement benefit
obligation (APBO) attributable to:

Retirees
Fully eligible plan participants
Other active plan participants

--------=---
Total APBO

Plan assets at fair value

APEa in excess of plan assets
Unrecognized transition obligation
Unrecognized net prior service cost
Unrecognized net gain (loss)

Accrued postretirement
benefit obligation

42 Financial Review Frontier Corporation





10. Postretirement Life and Health Benefits
In addition to providing pension benefits, the company
provides health care and life insurance benefits for retired
employees. Substantially all of the company's employees may
become eligible for those benefits if they reach normal retire­
ment age while working for the company. For the Rochester
company, the life insurance benefit for employees who were
retired or pension-eligible on September 1, 1981 is provided
through a Retired Life Reserve that became fully funded in
1982. With this exception, the health care and life insurance
benefits for both the 4,701 active employees and the 1,714
retired employees at December 31, 1992 are provided
through insurance companies whose premiums are based
on the benefits paid during the year. Through December 31,
1992, the company recognizes the cost of providing those
benefits by expensing the portion of the insurance premiums
it paid during the year, which was $14.0 million for 1992,
$12.0 million for 1991 and $10.8 million for 1990.

In December 1990, the Financial Accounting Standards
Board issued Statement No. 106 (FAS 106), "Employers'
Accounting for Postretirement Benefits Other Than Pensions,"
which was implemented by the company on january 1, 1993.
FAS 106 requires that projected future costs of providing
postretirement benefits, such as health care and life insur­
ance, be recognized as an expense as employees render
service instead of when the benefits are paid. Through
December 31, 1992, the company recognized the cost of
providing postretirement benefits on a pay-as-you-go basis,
expensing the costs of postretirement medical insurance
premiums and other postretirement benefits in the year
paid. The company's accumulated postretirement benefit
obligation is $126.9 million at January 1, 1993. If the delayed
recognition of the transition obligation method of adoption
is selected, the company estimates that its annual postretire­
ment benefit expense, computed in accordance with FAS
106, will be approximately $18.3 million versus pay-as-you­
go expense of $4.1 million. If the immediate recognition
method is adopted, the annual expense will be approxi­
mately $12.3 million. The accounting method adopted will
be influenced by the rate-making treatment as prescribed for
the company's regulated telephone operations by federal and
state regulatory agencies. The new rules will not negatively
impact the company's net cash flow (or its funding strategy)
relating to retiree benefits.

11. Postemployment Benefits
In 1992 the Financial Accounting Standards Board released
Statement No. 112, "Employers' Accounting for Post­
employment Benefits" (FAS 112), which is required to be
implemented by January 1, 1994. FAS 112 requires that
projected future costs of providing postemployment benefits
prior to retirement, such as disability and severance pay, be
recognized as an expense as employees render service rather
than when the benefits are paid.

The company has not yet decided when it will adopt
the new standard or determined the effect that its adoption
will have on its financial position and results of operations.

12. Leases and License Agreements
The company leases buildings, land, office space, fiber
optic network, computer hardware and other equipment,
and has license agreements for rights-of-way for construc­
tion and operation of a fiber optic communications system.
Total rental expense amounted to $16.4 million in 1992,
'1;1 )"4 million in 1991 and $12.2 million III 1990.

Minimum annual rental commitments under non­
cancellahle leases and license agreements in effect on
Decemher) 1, 1992 were as follows:

111 thou5dnds of dollars Non-Cancellable Leases License----

Years Buildings Equipment Agreements
--' -----_.'._---

1993 $ 8,350 $ 6,930 $ 6,541
1994 7,661 6,020 6,370
1995 6,926 5,239 6,364
1996 6,495 3,546 6,550
1997 6,764 907 6,512
1998 and thereafter 30,955 44,324

----_._-- - _.__._---_._.,-~-- ---_..--.-

Total $67,151 $22,642 $76,661

13. Business Segment Information
Revenues and sales, operating income, depreciation,
constructIon expenditures and identifiable assets by business
segment are set forth in the Business Segment Information
included on page 30 of this report.

14. Commitments and Contingencies
In 1984 the New York State Public Service Commission
(NYSPSC) initiated a proceeding to investigate the appro­
priateness of royalty payments from the subsidiaries to
Rochester Telephone Corporation for the alleged benefit
affiliates gain from using the Rochester Tel name. Prefiled
testimony, hearings and briefs were submitted and concluded
In the royalty proceeding during 1985. On August 13, 1985,
the Administrative Law judge, in his Recommended Decision,
concurred with the royalty concept and indicated that further
1l1vestlgation was necessary to quantify the payment amounts.
fhe royalty proceedings were reopened on May 2, 1990.
The company filed a motion for a rehearing of the NYSPSC's
May;:, 1990 order reopening the hearings, but the NYSPSC
declined to reverse its determination that it possessed the
authority to impose a royalty. Nevertheless, the NYSPSC
stated that its May 2 order was not final for purposes of
)udiClal review, and it provided additional guidance to the
I\dmimstrative Law judge on the scope of hearings on remand.
In testimony filed on December 7, 1990, the NYSPSC Staff
requested the NYSPSC impose a royalty in the amount of
approximately $11 million per year. The State Consumer
Protection Board advocated a royalty of approximately
$14 million per year. These amounts would be treated as
an offset to the Rochester company's regulated revenue
requirement for ratemaking purposes. On january 15, 1991,
the company filed its direct testimony in which it disputed
hoth the Justifications for and quantification of the royalty
proposals. The Administrative Law judge released a Recom­
mended Decision on February 3, 1992. Although the Judge
concluded that a royalty could be justified as a result of the
use of the Rochester Tel name and reputation by Rochester's
unregulated subsidiaries, she concluded that the royalty
proponents failed to quantify the amount of the royalty.
The Judge has recommended that no specific royalty be
Imposed at this time. In addition, the Judge concluded
that the Commission should condition future investments
111 activities other than Rochester Telephone operations
on the payment to ratepayers of a small percentage of the
ImOUllt of such Investments. The Judge also concluded





10. Service Pensions and Benefits
The company, through various contributory and non-contrib­
utory defined benefit pension plans, provides retirement
benefits for substantially all employees. Benefits, in generaL
are based on years-of-service and average salary.

The funded status of the plans' is as follows:

11. Postretirement Benefits Other Than Pensions
The company provides health care, life insurance, and certain
other retirement benefits for substantially all employees.
Effective January 1, 1993, the company adopted Financial
Accounting Standards Board Statement No. 106 (FAS 106)
"Employers' Accounting for Postretirement Benefits Other
Than Pensions." FAS 106 requires that employers reflect in
current expenses an accrual for the cost of providing postre­
tirement henefits to current and future retirees. Prior to
1993, the company recognized these costs as they were paid.
The cost of postretirement benefits was recognized as deter­
mmed under the projected unit credit actuarial method. Plan
assets consist principally of life insurance policies.

In adopting FAS 106, the company elected to defer the
recognition of the accrued obligation of $125 million over
a period of twenty years. For 1993, the adoption of this
standard resulted in additional operating expenses in the
amount of $7.8 million, net of a deferred income tax benefit
of $4.1 million. However, a substantial portion of this
Increase was offset by a change in accounting for pensions
for rate making purposes at the Rochester company. The
change requires that the company amortize, over a ten year
period, the cumulative amount of pension funding from
January 1, 1987 over the amount of pension expense which
would have been recognized through December 31, 1992
under FAS 87, reducing pension expense throughout the
amortization period. The net impact of adopting FAS 106 and
recording the accounting change for FAS 87 actually resulted
In only $3.8 million of additional operating expenses, net of
the income tax benefit, in 1993.

is computed for financial reporting purposes and may differ
from the actuarial determination for funding due to varying
assumptions and methods of computation.

During 1993, 1992 and 1991, the company funded $.2
million, $4.8 million and $4.0 million, respectively, for
employees' service pensions and certain death benefits.

The company also sponsors a number of defined contri­
bution plans. The most significant plan covers substantially
all management employees, who make contributions via
payroll deduction. The company matches 75 percent of that
contribution up to 6 percent of gross compensation. The
total cost recognized for all defined contribution plans during
1993 was $4.1 million.

On November 30, 1992, a voluntary pension incentive
plan was offered to Rochester, New York operating company
employees who were pension-eligible and retired on or before
December 31, 1992. A 7.5 percent additional pension benefit
will supplement the normal pension benefit for up to five
years or until age 65, whichever is earlier. Accordingly,
pension costs for the fourth quarter of 1992 include a one­
time charge of $.8 million. Payments will be made from
pension plan assets.

1991

LlU

2,223

21,702
(63,059)
37,006

1992

6,787

(3,737)

23,123
(24,860)

(9,033)

1992 1991

$243,307 $227,317

$257,893 $242,464

$ 7,033 $ ),464

1993

7.758

(1.537)

23,132
(40,484)

7.823

1193

$283.587

$307.018

$ (2.708) $ 3,050 $ 3,336

$397.841 $370,711 $351,498
354.085 316,335 304,730

43.778 54,376 46,768
(28.729) (42,572) (40,247)

(5.442) (4,941) (6,512)

1,227 7,071 12,554

$ 18.832 $ 13,934 $ 12,563

$

Pension asset included in
Consolidated Balance Sheet

In thousands of dollars
December 31,---_...•. -,---

Actuarial present value of
benefit obligations:
Vested benefit obligation

..-._---~-~.__._---~._-
Accumulated benefit

obligation

Plan assets at fair value,
primarily fixed income
securities and common stock

Projected benefit obligation
'"-_.__._-~-- " ... _-----_. ---

Funded status
Unrecognized net (gain) loss
Unrecognized net

transition asset
Unrecognized prior

service cost

The net periodic pension cost consists of the following:
~--'--_._-_._.._._--------

In thousands of dollars
Year Ended December 31,
-._-_..__._.__.,------- ~ ----_.. _-

Service cost-benefits earned
during the period

Interest cost on projected
benefit obligation

Actual return -on plan assets
Net amortization and deferral
----_._----.,-,----------- ---- ---'._-

Net periodic pension cost
determined under FAS 87

Amount expensed due to
_.Eegulatory_~e~CY~eti.<>.ns
Net periodic pension cost

recognized

The projected benefit obligation at December 31, 1993 was
determined using an assumed weighted average discount
rate of 7.25 percent and an assumed weighted average rate
of increase in future compensation levels of 5.0 percent.
The weighted average expected long-term rate of return on
plan assets was assumed to be 8.75 percent. The unrecog­
nized net transition asset as of January 1, 1987 is being
amortized over the estimated remaining service lives of
employees, ranging from 12 to 26 years.

The company's funding policy is to make contributions for
pension benefits based on actuarial computations which
reflect the long-term nature of the pension plan. However,
under Financial Accounting Standards Board Statement No.
87 (FAS 87), "Employers' Accounting for Pensions," the
development of the projected benefit ohligation essentia1I\'
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Notice of Annual Meeting of Shareowners
TO be Held on April 26,1995

Dear Shareowners:
!'he first Annual Meeting of Shareowners of Frontier Corporation
!the ~C:ompany") will be held at the National Press Club, 14th
;md F Streets, N.W., Washington, D.C. 20045, at 10:00 a.m. on
\pril 26, 1995, for the following purposes:

'. To elect nine Directors;
• To consider and act upon a proposal to elect Price Waterhouse

LLP as the Company's independent auditors for the fIScal year
ending December 31, 1995;

• Ii.) consider and act upon two proposals regarding employee
and director compensation plans; and

• To transact such other business, if any, as may properly come
hefore the meeting or any adjournments thereof.

rhe Board of Directors, on December 19, 1994, amended Article
II, Section 2, of the By-Laws to reduce the number of Directors
constituting the entire Board from twelve to nine, effective
lanuarv 1,1995.

The Board of Directors has fixed the dose of business on
March 7, 1995, as the record date for the determination of
shareowners entitled to notice of and to vote at the meeting.

Your vote is very important. Please sign and date the
enclosed proxy card and return it promptly in the enclosed
return envelope, whether or not you expect to attend the
meeting. You may revoke your proxy and vote in person if
you decide to attend the meeting.

If you are planning to attend the annual meeting, please
check the box on the back of the proxy card.

By Action of the Board of Directors,

~/~$.~

~os~hine S. Trubek
Corporate Secretary
Rochester, New York
March 13, 1995



Financial Review Frontier Corporation

of Income. Previously, the revenues and expenses of
the Company's wireless operations in New York had
been consolidated. (See Note 3 to the Consolidated
Financial Statements.)

In May 1994, we sold our only telephone operating
company in North Dakota, Minot Telephone, for cash.
Minot served approximately 27,000 access lines. The
transaction resulted in a pre-tax gain of $11.3 million.

In December 1993, the Company increased its cellular
ownership from 50.6 percent to 69.6 percent in the South
Alabama cellular partnership. This transaction gave the
Company the right to manage the two cellular properties,
Alabama RSA #4 and #6, which serve a territory with
a population of approximately 252,000. As a result of
this increased ownership, we began reporting the South
Alabama cellular interests on a consolidated basis of
accounting in 1994, whereas previously this partnership
had been accounted for on the equity method.

In September 1993, Frontier Communications of
the Mid Atlantic, Inc. (formerly Mid Atlantic Telecom,
Inc.) was acquired using 143,587 shares of treasury
stock (before the 1994 stock split). In June 1993, we
acquired Budget Call Long Distance, Inc. for $7.5
million in cash. Both transactions were accounted for
as purchase acquisitions.

Also in September 1993, the Company sold its interest
in the S&A Telephone Company in Kansas (approximately
800 access lines) and its related minority cellular interest.
IQ addition, the Company sold a substantial portion of
it~ investment in a Canadian long distance company in
November 1993. These sales resulted in pre-tax gains
totaling $4.4 million.

In April 1993, we acquired a 70 percent ownership
interest in the Utica-Rome Cellular Partnership by issuing
702,737 shares of the Company's common stock (before
the 1994 stock split). We recorded this transaction
using the purchase method of accounting.

In August 1992, we acquired Frontier Communi­
cations of Georgia (formerly Statesboro Telephone
Company), a company with more than 15,000 access
lines. A total of 1.5 million shares of common stock
were issued in the transaction (before the 1994 stock
split), which was accounted for as a pooling of interests.

2. Accounting for Postemployment Benefits
The Company changed its method of accounting for
certain employee benefits in 1994. This change was
necessitated by the Financial Accounting Standards
Board, the authoritative body for accounting rules.
This new rule, referred to as Financial Accounting
Standards Board Statement No. 112 (FAS 112),
"Employers' Accounting for Postemployment Benefits,"
addresses the manner in which companies must record
expenses for postemployment benefits, including
payments for disability, pre-pension leave (salary
continuation) and severance pay. FAS 112 requires

----------~-~----~-~------
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that projected future costs of providing postemployment
benefits be recognized as an expense as employees
render service rather than when the benefits are paid.
This accounting change is very similar to the change
made in 1993 for postretirement benefits, which was
addressed by PAS 106, "Employers' Accounting for
Postretirement Benefits Other than Pensions." Adoption
of FAS 112 required the Company to calculate, and
record in 1994, the cumulative effect of the change in
accounting methodology for all years prior to 1994.
The cumulative effect of the change in accounting
methodology for FAS 112 amounted to an after-tax
charge of $7.2 million, net of taxes of $3.9 million.
As required by the pronouncement, the Company
reported this one-time charge as a special line item on
the Consolidated Statement of Income in 1994. This
accounting change does not have a material impact
on the Company's cash flows or its earnings from
continuing operations.

3. Tax Rate Change
The 1993 income tax provision includes the retroactive
impact of the federal income tax rate increase from
34 percent to 35 percent. The overall impact of the tax
rate change was approximately $2 million and includes
approximately $400,000 attributable to years prior
to 1993. (See Note 9 to the Consolidated Financial
Statements.)

4. Software Write-Off
In 1993, the Company recorded a $3.3 million pre-tax
charge to write-off certain deferred costs associated
with a project to redesign customer account records,
order flow and customer billing systems. (See Note 5
to the Consolidated Financial Statements.)

5. First Mortgage Bond Refinancing
In 1992, the Company recorded an extraordinary, after­
tax charge of $1.1 million relating to costs incurred for
the early extinguishment of its Series H, 9Y2% first
mortgage bonds. The bonds were retired using internally
generated cash and the private placement of $35 million
of debt at a telephone subsidiary. (See Note 5 to the
Consolida ted Financial Statements.)

- -~~-~..~-_..._------_.

Telecommunication Services
The Telecommunication Services segment is comprised
of the Company's long distance business, wireless oper­
ations (where the Company has sufficient ownership
to report on a consolidated basis), and equipment
sales. This segment is the fastest growing part of the
Company, as evidenced by its increasing contribution
to our overall financial results. In 1994, revenues from
Telecommunication Services comprised 38 percent of
total revenue, up from 29 percent only two years ago.
SImilarly, operating income from this business segment.
accounted for ] 8 percent of the Company's total, as
compared with 13 percent in 1992.


